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The primary source of accounting guidance re-
lated to mortgage banking is Financial 
Accounting Standards Board (FASB) Statement 
of Financial Accounting Standards (SFAS) No. 
65, Accounting for Certain Mortgage Banking 
Activities. The Statement was issued in 1982 and, 
although the FASB is currently considering a pro-
ject to amend it, SFAS No. 65 remains the most 
comprehensive accounting document pertaining to 
mortgage banking. SFAS No. 65 applies to all en-
tities that engage in mortgage banking activities. 
Also, there are additional sources of guidance that 
are referenced throughout this discussion. 

Why Accounting Impacts Mortgage Banking 
Strategies 

As discussed in Section 572, Profitability, mort-
gage servicing is typically the most important 
source of long-term profits for mortgage banking 
entities. The rights to service mortgages are gen-
erally acquired in four ways: (1) the origination of 
mortgages by the thrift that are kept in the portfo-
lio which is called portfolio servicing; (2) the 
origination of mortgages that are sold with servic-
ing retained which is called retained servicing or 
originated mortgage servicing rights (OMSR); (3) 
the purchase of servicing rights from third parties 
called purchased mortgage servicing rights 
(PMSR); or (4) as a by-product in a purchase of 
mortgages and their servicing (servicing released 
purchase) where a definitive plan for the sale of 
the mortgages with the servicing rights retained 
exists at the time the mortgages are acquired, also 
called PMSR. Under current generally accepted 
accounting principles (GAAP), the accounting for 
mortgage servicing rights, at acquisition and 
thereafter, varies depending on the manner of ac-
quisition.  

Differences in the manner of accounting for ser-
vicing rights are primarily evident in three areas: 
(1) asset recognition criteria; (2) classification as 
tangible or intangible assets; and (3) potentially 
different methods of amortizing and measuring 
impairment of the assets. In addition, the treat-

ment of servicing rights for regulatory capital 
purposes depends on their manner of acquisition. 
Appendix A summarizes the distinctions dis-
cussed in the following paragraphs. 

Asset Recognition. Currently OMSR are not rec-
ognized on the balance sheet as an asset distinct 
from the mortgage. SFAS No. 65 also prohibits 
the recognition of a mortgage servicing asset rep-
resenting the normal servicing fee when a thrift 
originates a mortgage loan and then sells it to a 
third party with the servicing rights retained by 
the seller; only the excess servicing fee, if any, 
may be recorded as an asset. However, SFAS No. 
65 provides for the full capitalization of PMSR. 
SFAS No. 65 also requires thrifts to separately 
capitalize (and classify as PMSR) the portion of 
the purchase price representing the cost of acquir-
ing the right to service mortgages when the thrift 
purchases mortgage loans with a definitive plan 
for the sale of the mortgages with servicing rights 
retained at the initiation of the transaction. Fi-
nally, it is possible for thrifts to record split 
servicing in connection with a purchase of servic-
ing rights. Split servicing refers to: (1) recording 
the present value of the normal servicing fee ac-
quired in a purchase as PMSR; and (2) recording 
the present value of the servicing fee in excess of 
the normal servicing fee.  

Classification. Current GAAP applies differing 
classifications to servicing rights: (1) the normal 
servicing fee on mortgages originated and sold 
with servicing retained is not recognized on the 
balance sheet (OMSR); (2) ESFR are recorded on 
the balance sheet and classified as tangible assets; 
and (3) PMSR are given balance sheet recognition 
but are categorized as intangible assets.  

Amortization/Impairment. ESFR are amortized 
using the level-yield method, but SFAS No. 65 
specifies that PMSR should be amortized in pro-
portion to, and over the period of, estimated net 
servicing income. In practice, the level-yield 
method is typically used and has been accepted as 
appropriate for PMSR amortization (discussed be-
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low). FASB Emerging Issues Task Force (EITF) 
Issue No. 86-38, Implications of Mortgage Pre-
payments on Amortization of Servicing Rights, 
requires that the impairment test for ESFR be per-
formed on a discounted basis, whereas it allows 
for impairment of PMSR to be measured on either 
a discounted or undiscounted basis. However, 
both the OTS Regulatory Capital: Intangible As-
sets Regulation, and the FDIC’s Capital 
Maintenance Rule, state that the book value of 
PMSR must be evaluated for impairment using a 
discounted cash flow approach if the asset is to be 
included in regulatory capital. Since the undis-
counted approach is acceptable under GAAP, this 
would be an acceptable GAAP/RAP difference 
for financial statement purposes (with the appro-
priate adjustment reflected in the regulatory 
capital calculation). 

Regulatory Capital Treatment. Because it is not 
recognized on the balance sheet, the normal ser-
vicing fee portion of OMSR is unaffected by 
regulatory capital guidelines. However, because 
the OTS Net Portfolio Value (NPV) model as-
signs a value to originated servicing rights, they 
are incorporated as part of the interest-rate-risk 
component of regulatory capital. ESFR are con-
sidered tangible assets under GAAP and are 
simply risk-weighted in the 100% category. How-
ever, due to their classification as intangible 
assets, PMSR are subject to special regulatory 
capital rules.  

The OTS defines PMSR as qualifying intangible 
assets that are includable in regulatory capital, 
subject to certain limitations. Due to their com-
plexity, these limitations are not discussed fully in 
this Section and the reader is advised to consult 
Section 576, Servicing, for a detailed review. The 
FDIC’s Final Rule on Capital Maintenance and 
the OTS’ Intangible Assets regulation require the 
book value of PMSR to be measured on a dis-
counted cash flow basis. The discount rate used in 
the calculation should be no less than the original 
discount rate inherent in the asset at the time it 
was acquired, based upon the estimated net cash 
flow and price paid at the time of purchase.  

The differences in book value recognition and 
regulatory capital values for servicing rights may 
result in transactions intended to obtain balance 
sheet recognition of OMSR. Current accounting 

practice encourages mortgage bankers to sell their 
off-balance sheet OMSR in order to recognize in-
come immediately rather than on a cash basis over 
the life of the serviced mortgage. Mortgage bank-
ers then can replace these rights through 
purchases of servicing originated by third parties 
that can be recorded on the balance sheet as pur-
chased servicing assets. However, limitations 
such as the 10% regulatory capital haircut on 
PMSR tends to mitigate the impact of these trans-
actions for thrifts. 

Mortgage Loans Held for Investment or for 
Sale 

Mortgages Held for Investment. These mortgages 
are carried at amortized cost, provided the thrift 
has the intent and ability to hold them for long-
term investment purposes. The thrift’s manage-
ment should document its intent to originate the 
mortgages for a long-term investment. It is, how-
ever, the substance of a thrift’s activities that 
determines whether mortgages reported as held 
for investment are, in reality, held for sale or trad-
ing. Thrift Bulletin No. 52, Supervisory Statement 
of Policy on Securities Activities, sets forth some 
of the factors to be considered in evaluating 
whether the classification of mortgages is consis-
tent with management’s intent. Mortgages that are 
moved from the held-for-investment to the held-
for-sale category are transferred at amortized cost, 
but the lower of cost or market (LOCOM) method 
should be applied immediately with an allowance 
for loss established, if necessary.  

Mortgages Held For Sale. Typically, mortgage 
banking entities originate or purchase mortgages 
for resale. SFAS No. 65 mandates that mortgages 
held for sale be reported at LOCOM. When the 
market value of mortgages held for sale is less 
than their amortized cost, the thrift records a 
charge to income and a valuation allowance that 
is shown on the balance sheet as a contra asset. If 
the market value of the mortgages subsequently 
improves, the valuation allowance is adjusted. 
However, the mortgages may never be shown on 
the balance sheet above the amortized cost, re-
gardless of market value. 

For example, assume that on July 1, 1993, Home 
Mortgage Inc. originated $2,000,000 in mortgages 
at par, intending to sell them in the secondary 
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market at a later date. At July 30, 1993, the mar-
ket value of the mortgages was 97% of par. At 
August 31, 1993, the market value had improved 
to 99% of par. At September 30, 1993, the market 
value was 104% of par. (For simplicity, this ex-
ample does not consider paydowns or deferred 
fees/costs.) 

The entry to record the funding of the mortgages 
should be: 

7/1/93 Dr. Loans Held For 
Sale 

$2,000,000   

 Cr. Cash  $2,000,000 
 
The month-end entries to adjust the carrying 
amount of the mortgages should be: 

7/30/93 Dr. Unrealized Loss on 
Loan Held For Sale 

$60,000   

 Cr. Allowance For Loss 
Loans Held For Sale       

 $60,000 

8/31/93 Dr. Allowance For Loss 
Loans Held For Sale 

$40,000  

                 
Cr. 

Unrealized Gain on 
Loans Held For Sale 

 $40,000 

9/30/93 Dr.  Allowance For Loss 
Loans Held For Sale 

$20,000  

 Cr.  Unrealized Gain on 
Loans Held For Sale 

 $20,000 

 
Note that the entry as of September 30, 1993 only 
increased the carrying value of the mortgages up 
to their amortized cost despite market value ex-
ceeding that cost. 

In determining the market value of mortgages 
held for sale, the thrift should first segregate the 
mortgages by type (i.e., conventional [conforming 
and non-conforming to FNMA and FHLMC re-
quirements], FHA, VA, FmHA, SBA, etc.). Next, 
they should be separated by property types (i.e., 
commercial, single-family, or multifamily); and 
then they should be separated by repayment types 
(i.e., ARMs, 30- and 15-year fixed-rates, and bal-
loon mortgages). Once the mortgages have been 
separated, the LOCOM computation may be per-
formed on either an individual mortgage basis or 
in the aggregate for the type of loan being valued. 
The adjustment to the valuation allowance is 
made for each type of mortgage identified. While 
gains may be netted against losses within a par-
ticular type of mortgage, a net gain on one type of 

mortgage may not be used to offset a net loss on 
another type. Unsalable, rejected, and repur-
chased mortgages should be valued separately and 
the loss should not be included as part of the 
overall LOCOM adjustment, depending on 
whether their impairment is permanent.  

If a thrift has commitments in place to sell mort-
gages, the market value of those mortgages should 
be based on the commitment prices. If those com-
mitments are representative of the market, they 
may also be used to estimate the market value of 
uncommitted mortgages. If not, the thrift should 
look to quoted market prices to determine market 
value. 

Mortgages that are moved from the held-for-sale 
to the held-for-investment category are recorded 
at LOCOM as of the date of transfer. If market 
value is less than amortized cost, the market value 
becomes the new cost basis. The difference be-
tween the new cost basis and the contractual face 
amount of the mortgages is recorded as a contra 
asset on the balance sheet and, in accordance with 
SFAS No. 65 as amended by SFAS No. 91, amor-
tized to income as a yield adjustment using the 
interest method over the remaining contractual 
life of the mortgages. 

New FASB Pronouncement. The FASB has is-
sued a new Statement, SFAS No. 115, Accounting 
for Certain Investments in Debt and Equity Secu-
rities, that will affect mortgage banking entities. 
While the Statement does not specifically include 
loans within its scope, it does specify that mort-
gage-backed securities that are held for sale in 
conjunction with mortgage banking activities, as 
described in SFAS No. 65, shall be classified as 
trading securities. As trading securities, they are 
directly carried at market value without the cost 
basis ceiling inherent in LOCOM valuations, no 
balance sheet valuation allowance is employed, 
and unrealized holding gains and losses are in-
cluded in earnings. The new Statement is 
effective for fiscal years beginning after Decem-
ber 15, 1993. However, it contains certain early 
adoption provisions. Readers should contact their 
regional accountants with any questions.  
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Transfers Among Affiliates 

Mortgage banking entities often transfer mort-
gages to affiliates. For accounting purposes, the 
mortgages transferred must be adjusted to 
LOCOM as of the date management makes the 
decision to transfer them. However, if the mort-
gage banking entity is acting as an agent for an 
affiliate, the LOCOM adjustment is not necessary 
and the mortgages should be transferred at the 
originator’s cost. As defined in SFAS No. 65, an 
agency relationship exists where the two entities 
agree that all mortgages of a particular type origi-
nated by the seller will be transferred to the 
buyer. A right of first refusal or other arrange-
ment whereby the seller retains the risks 
associated with ownership of the mortgages does 
not qualify as an agency relationship and thus the 
mortgages must be carried at LOCOM on the 
originator’s books. (See the Holding Company 
Handbook for additional limitations on transac-
tions with affiliates.) 

Table Funding Arrangements 

Table funding refers to transactions in which a 
thrift provides the original funding for a mortgage 
loan at the table when a mortgage broker or corre-
spondent and the borrower close the mortgage, 
despite the fact that the thrift had no direct part, 
besides funding, in the processing or closing of 
the mortgage. Immediately after the closing, the 
thrift pays a servicing release premium and ac-
quires the mortgage and its related servicing 
rights from the originating correspondent. The ar-
rangement raises the issue of whether the 
acquiring thrift should account for the table fund-
ing as a purchase or as an origination.  

The issue is important because if the mortgage is 
deemed to have been purchased and a definitive 
plan for its sale with servicing retained exists at 
acquisition, then the cost of acquiring the servic-
ing rights must be allocated and capitalized as a 
separate asset apart from the cost basis of the 
mortgage. This accounting treatment results in a 
lower cost basis being assigned to the mortgage 
and thus a reduction of any loss recognized upon 
its subsequent sale with the servicing rights re-
tained. Conversely, if the arrangement is 
considered an origination, all direct origination 
costs must be capitalized as part of the cost basis 

of the mortgage (including costs that could theo-
retically be assigned to the servicing rights), 
resulting in a higher basis for the mortgage. Mort-
gage bankers often view the difference between 
purchased and originated servicing more simply. 
They view the difference as being whether the 
servicing asset is on or off the balance sheet. 

For example, assume the correspondent originates 
a $100,000, 8% fixed-rate mortgage. The loan 
agreement calls for the borrower to pay a 1% 
origination fee plus 1 point at closing. Assume 
First Thrift (FT) will fund the mortgage at closing 
and pay the correspondent a 125bp servicing re-
lease premium ($100,000 x .0125 = $1,250). The 
correspondent will retain both the 1% origination 
fee ($1,000) and the loan fee of 1 point ($1,000) 
paid by the borrower at closing. Therefore, at 
closing FT will disburse $101,250 ($100,000 
principal and $1,250 servicing release premium) 
and the correspondent will receive $3,250 ($2,000 
in fees from the borrower and $1,250 from FSA). 

If Arrangement is Considered a Loan Origination. 
FT would record its investment in the mortgage at 
$101,250, representing $100,000 in principal and 
$1,250 in deferred loan origination costs in ac-
cordance with SFAS No. 91. No servicing rights 
would be recorded. If the mortgage is intended for 
sale, the origination costs would be deferred but 
not amortized. Rather, they would be an adjust-
ment to the gain or loss on the subsequent sale of 
the mortgage. If the mortgage were sold at par, FT 
would record a $1,250 loss equal to the excess of 
its net investment in the loan ($101,250) over the 
sales proceeds of $100,000. 

If Arrangement is Considered a Loan Purchase. 
FT would record its investment as $100,000 in the 
mortgage and $1,250 in PMSR. If the mortgage 
were then sold at par, no gain or loss would be 
recognized and the servicing asset would remain 
on the balance sheet to be amortized in accor-
dance with SFAS No. 65 over the estimated life 
of the mortgage. 

Table Funding Criteria. EITF No. 92-10, Loan 
Acquisitions Involving Table Funding Arrange-
ments, specifies that table funding arrangements 
should be accounted for as loan purchases if the 
mortgage is legally structured as an origination by 
the correspondent and if the correspondent is in-
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dependent of the acquiring thrift. In making this 
determination, all of the following criteria must 
be satisfied: 

• The correspondent is registered and licensed to 
originate and sell mortgages under the laws of 
the jurisdictions in which it does business;  

• The correspondent originated, processed, and 
closed the mortgage in its own name and is the 
first titled owner of the mortgage with the 
thrift becoming a holder in due course;  

• The correspondent is an independent third 
party and not an affiliate of the thrift, as de-
fined in SFAS No. 65. The correspondent must 
bear all the costs of its place of business;  

• The correspondent must sell mortgages to 
more than one thrift or mortgage banker and 
not have an exclusive relationship with the 
purchaser; and  

• The correspondent may not be directly or indi-
rectly indemnified by the purchaser for market 
or credit risk on mortgages originated by the 
correspondent. However, a purchase commit-
ment is not considered an indemnification for 
purposes of this requirement. 

If any of the above requirements are not met, the 
mortgage should be accounted for as an originated 
mortgage by the acquiring thrift. 

Mortgage Sales 

The primary focus in accounting for mortgage 
sales is to recognize the economic gain or loss at 
the time of the transaction and to avoid current 
recognition of income and expense attributable to 
future periods. In a simple mortgage sale, where 
the seller retains no recourse obligation or servic-
ing rights, the gain or loss is generally based on 
the difference between the actual or stated yield 
of the mortgages and the yield to the investor. 
Complications arise in recording sales where the 
seller has not transferred all of the risks and re-
wards of ownership to the purchaser; this occurs 
when the seller retains recourse risk on the servic-
ing rights.  

Mortgages Sold With Recourse. Thrifts may sell 
mortgages to a government sponsored agency or 
private investor with terms that, under certain 
conditions, provide for recourse against the thrift. 
For example, the thrift may be required to ad-
vance its own funds to the investor to cover 
shortfalls if a borrower fails to make payments 
when due. In a transaction where the seller retains 
the risk of recourse or borrower default, a deter-
mination must be made as to whether it should be 
recorded as a sale or a financing.  

SFAS No. 77, Reporting by Transferors for 
Transfers of Receivables with Recourse, specifies 
that a transfer of mortgages with recourse may 
qualify as a sale only if all the following criteria 
are satisfied: 

• The transferor surrenders control of the future 
economic benefits embodied in the mortgages;  

• The transferor’s obligation under the recourse 
provisions can be reasonably estimated; and  

• The transferee cannot require the transferor to 
repurchase the mortgages except pursuant to 
the recourse provisions. 

The first condition generally means the seller can-
not hold an option to repurchase (call) the 
mortgages. Conversely, the third criteria means 
that the buyer may not hold an option to put the 
mortgages back to the seller. The second require-
ment refers to measuring the extent of recourse. If 
the seller retains recourse, a liability must be re-
corded at the time of sale. The liability is 
recorded on the balance sheet and has the effect 
of reducing the gain or increasing the loss recog-
nized on the sale. If the seller is unable to 
reasonably estimate the amount of recourse liabil-
ity, the transaction does not qualify as a sale and 
the cash received from the transferee should be 
recorded as a secured financing. 

EITF No. 92-2, Measuring Loss Accruals by 
Transferors for Transfers of Receivables with Re-
course, specifies that the liability recorded at the 
sale date pertaining to the recourse provisions of 
the transfer must include all probable credit losses 
over the life of the transferred receivables and not 
only those measured and recorded in accordance 
with SFAS No. 5, Accounting for Contingencies. 
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The recourse obligation may be recognized on a 
present value basis if the timing of the estimated 
cash flow can be reasonably estimated. However, 
the Securities and Exchange Commission (SEC) 
has stated its position that the discount factor may 
be no less than the rate on monetary assets that 
are essentially risk free and that have maturities 
comparable to those of the recourse obligation. 
Moreover, the recourse obligation must be meas-
ured and reported separately as a liability and may 
not be netted against assets unless a legal right of 
offset exists between the seller and the purchaser. 
However, the recourse liability is not considered a 
general valuation allowance (GVA) and would 
not be included as such for capital purposes. 

Mortgages Sold With Servicing Rights Retained. 
Thrifts that originate or purchase mortgages for 
subsequent sale in the secondary market often re-
tain the rights and obligations of servicing the 
mortgages for the purchaser in exchange for a fee 
and related income. Typically, the servicing fee is 
stated as a percentage of the outstanding mortgage 
balance and is deducted by the servicer from the 
borrower’s monthly mortgage payments before 
those payments are passed on to the owner of the 
mortgages. 

When mortgages are sold with the servicing rights 
retained by the thrift, an ESFR asset may be re-
corded if the interest rate on the mortgages sold, 
minus the normal servicing fee rate and guarantee 
fees, if any, exceeds the rate passed through to the 
purchaser of the mortgages or mortgage-backed 
securities. Recording the present value of this fu-
ture excess servicing fee results in an increase in 
the gain or reduction in the loss on the sale of the 
underlying mortgages. However, the amount of 
the adjustment is limited to the difference be-
tween the actual sales price of the mortgages and 
the estimated sales price that would have been ob-
tained if only a normal servicing fee had been 
specified. 

For example, assume a package of fixed-rate 
mortgages with a weighted average coupon rate of 
9% is sold to an investor at par with a pass-
through rate of 8% with the seller retaining the 
servicing rights. Assuming the normal servicing 
fee is 25bp and the guarantee fee is 18bp, this 
means the excess servicing fee is 57bp (9.00% - 
8.00% - .25% - .18% = .57%). In determining the 

book value of the excess servicing fee receivable, 
the seller/servicer estimates the amount and tim-
ing of the cash flows and discounts them to arrive 
at the present value. 

Excess Servicing Fee Receivable (ESFR)  

SFAS No. 65 provides guidance on the appropri-
ate methodology to be used in initially recording 
and amortizing ESFRs. The initial book value of 
the ESFR is primarily dependent on three factors: 
(1) the net interest spread between the mortgage 
coupon rate, minus the sum of the normal servic-
ing fee rate and any guarantee fees, and the pass-
through rate to investors; (2) the estimated pre-
payment rate on the underlying mortgages; and 
(3) the discount rate employed to compute the 
present value of the excess servicing fee. Gener-
ally, an estimate of prepayment speeds that is too 
slow or a discount rate that is too low will result 
in overstating the ESFR asset. The following 
guidelines should be used in recording ESFR. 

Prepayment Speed. The prepayment speed esti-
mate used in calculating the ESFR should be 
based on the same guidelines set forth in Section 
576, Servicing, for the valuation of PMSR.  

Discount Rate. On June 29, 1989, the EITF 
reached a consensus on Issue No. 88-11, Alloca-
tion of Recorded Investment When a Loan or Part 
of a Loan is Sold, that ESFR should be calculated 
using prepayment, default and interest-rate as-
sumptions that market participants would use for 
similar financial instruments and should be dis-
counted using an interest rate that a purchaser 
unrelated to the seller of such a financial instru-
ment would demand. However, since the ESFR 
cannot be split off and sold separately from the 
normal servicing fee under FNMA or FHLMC 
regulations and since GNMAs usually have no 
ESFR, there is no significant market in ESFR, per 
se, upon which to establish a benchmark. With the 
absence of a true, market-derived ESFR discount 
rate, servicers must look to comparable financial 
instruments as a basis for deriving an appropriate 
ESFR discount rate. 

Most apparently comparable financial instruments 
do not work well in establishing market discount 
rates for ESFR because each instrument has sig-
nificant distinguishing features. For example, 
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while cash flows associated with IO strips and 
ESFRs are both based on declining balance mort-
gages and both assets experience negative 
duration, ESFRs retain various distinct opera-
tional costs and risks. Similarly, an ESFR 
discount rate based on Treasury yields is inade-
quate because yields on mortgage servicing rights 
do not always track the U.S. Treasury securities 
yield curve. 

Since the cash flow and operational risks associ-
ated with both ESFR and PMSR are identical and 
since there is a liquid market in PMSR, we be-
lieve that the best surrogate financial instrument 
in establishing ESFR market discount rates is 
PMSR. Typically, however, mortgage bankers 
and accountants have used discount rates for 
ESFR that are lower than for comparable PMSR. 
This is because of the cushioning or protective ef-
fects of the normal servicing fee, which is 
specifically deducted from the mortgage cash 
flow before computing ESFR. Conversely, when 
valuing PMSR, there is no stated normal servicing 
fee and all servicing costs and revenues are con-
sidered individually. Because of these 
considerations, generally an ESFR discount rate 
of 100 basis points below the rate for comparable 
PMSR is reasonable. 

Comparable PMSR is generally meant to refer to 
the differences in the discount rates or yields de-
manded by investors for PMSR with perceived 
additional risks. High delinquency, nonagency, 
commercial, and recourse servicing are examples 
of servicing that traditionally have required sig-
nificantly higher yields to attract buyers than 
single-family, agency servicing. Also, the terms, 
interest rates, and geographical locations of mort-
gages may be factors requiring higher yields to 
attract buyers. 

In accordance with EITF No. 88-11, a discount 
rate equivalent to the pass-through rate to inves-
tors is not appropriate for ESFR recorded after 
June 29, 1989. Moreover, discount rates below 
the pass-through rate will generally not be ac-
cepted even if the ESFR was recorded prior to 
July, 1989. Such rates do not adequately reflect 
the true risks and rewards of the ESFR asset. 

The OTS recognizes the difficulty in establishing 
reasonable and appropriate discount rates for 
ESFR. Each pool of ESFR should be evaluated 
based on its individual risks and a conservative, 
well-supported discount rate should be employed. 
Thrifts should remember that conservatively val-
ued ESFR will not alter the actual underlying cash 
flows. If subsequent actual cash flows exceed 
those estimated in valuing the ESFR asset, the 
thrift will benefit from an asset providing a higher 
than anticipated yield. Conversely, the use of an 
aggressive or excessively low discount rate in 
valuing ESFR exposes the thrift’s capital to sig-
nificant risk. 

Normal Servicing Fee. The minimum servicing 
fees established by FNMA, FHLMC, and GNMA 
are intended to cover the cost of servicing plus an 
unspecified profit component to protect the mar-
ket and encourage servicers to fulfill their 
servicing responsibilities. FASB Technical Bulle-
tin No. 87-3, Accounting for Mortgage Servicing 
Fees and Rights (FTB No. 87-3), makes it clear 
that thrifts may not derive an individualized nor-
mal servicing fee rate based on their particular 
cost to service. FTB No. 87-3 states that the nor-
mal servicing fee must be no less than the 
minimum servicing fees specified by FNMA, 
FHLMC, and GNMA. Generally, these are 25bp 
for securitized fixed-rate mortgages, 37.5bp for 
ARMs and unsecuritized mortgages, and 44bp for 
FHA/VA mortgages in GNMA MBS pools. 
FNMA typically requires a minimum servicing 
fee of 50bp on servicing for second mortgages.  

Recourse servicing generally should reflect sig-
nificantly higher normal servicing fees than 
similar nonrecourse servicing in order to recog-
nize the additional servicing costs from higher 
credit losses. Also, the normal servicing fee for 
Small Business Administration (SBA) loans must 
be a minimum of 100bp. For transactions requir-
ing a minimum retained spread (such as ARM 
sales to FNMA, FHLMC and many private inves-
tors) the normal servicing fee must not be lower 
than the minimum retained spread. 

For sales directly to private sector investors with 
servicing retained, FTB No. 87-3 requires the 
thrift to use the minimum servicing fee required 
by the federally sponsored organization whose 
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servicing terms are most comparable to those be-
ing valued. If the thrift can show that FNMA, 
FHLMC, and GNMA do not purchase substan-
tially similar mortgages, the thrift should use a 
normal servicing fee reflecting the predominant 
fee that is found in the private sector market for 
similar mortgages. 

The normal servicing fees for second and wrap-
around mortgages are more difficult to determine 
than for first mortgages. If prevailing market rates 
cannot be determined, the normal servicing fee 
should be calculated by considering the fully 
documented costs of servicing, a reasonable and 
adequate profit factor, and the costs related to 
protecting the second mortgages from foreclosure 
actions by the first mortgagee. The normal servic-
ing fee for wrap-around mortgages should be a 
minimum of 100bp to adequately cover the large 
costs of servicing these mortgages.  

Reasonableness Tests. As an overall reasonable-
ness test, compare the prices paid by the FHLMC 
for mortgages with servicing released versus the 
price paid for mortgages with servicing retained. 
Also, the amount of ESFR recorded should not 
exceed the current servicing released premiums 
being paid for similar mortgages less the equiva-
lent of a normal servicing fee. 

Amortization and Impairment Analysis. ESFR 
should be amortized over its expected life so that 
net servicing income (servicing income less amor-
tization) approximates the normal servicing fee 
plus interest earned on the ESFR asset. Therefore, 
if unanticipated mortgage prepayments occur, 
both the current book value of the ESFR and the 
rate of future amortization must be adjusted. Man-
agement must review its ESFR asset at least 
quarterly to determine if an adjustment is needed. 

EITF No. 86-38 specifies that the ESFR asset 
must be written down to the present value of the 
currently estimated remaining cash flows apply-
ing the same discount factor used to initially 
record the asset. A cumulative adjustment should 
be made to the book value to reflect any decline 
in the present value. However, the book value of 
ESFR may not be increased as a result of slower 
than anticipated prepayments but, rather, the rate 
of amortization would be adjusted prospectively. 

Preferably, the impairment analysis should be per-
formed for each group or pool of serviced 
mortgages, but that is not always practical for 
very large ESFR assets. The OTS generally does 
not object to grouping similar types of mortgages, 
with very comparable interest rates and terms, 
into larger groups for purposes of measuring im-
pairment. In these cases, a weighted average of 
the original discount rates should be used. For 
purposes of recording impairment these groups 
may then be aggregated. The OTS reserves the 
right to require less aggregation if the aggregation 
process appears to distort results. 

Multifamily ESFR. Multifamily mortgages are se-
cured by residential dwellings with five or more 
units. Unlike other types of commercial or income 
property mortgages, multifamily mortgages qual-
ify for purchase by FNMA, FHLMC, and GNMA. 
Each of these organizations, however, has very 
different and complex programs. The minimum 
servicing fees and other requirements for these 
mortgages are defined by their purchase contracts 
and their respective sale and servicing guides. 
Minimum servicing fees are often as low as 
12.5bp and even less for some multifamily mort-
gages over $10,000,000. 

If ESFR is recorded, the normal servicing fee for 
multifamily mortgages should not be lower than 
12.5bp (25bp if the mortgage is less than one mil-
lion dollars) unless a lower rate is specified in the 
sale/servicing contract. The discount rate for mul-
tifamily ESFR should generally be at least 500bp 
over single-family ESFR rates. Prepayment esti-
mates for multifamily servicing should generally 
be based on a Constant Prepayment Rate (CPR) 
speed that is closely analogous to fixed-rate sin-
gle-family mortgages with similar interest rates 
and terms, adjusted for any required balloon pay-
ments. 

Documentation and Recordkeeping. Thrifts 
should retain adequate records to support both the 
initial value of the ESFRs and the value as of the 
last four quarters. At a minimum, the following 
information should be maintained for each group 
or pool of mortgages with ESFR: (1) original and 
current principal balances; (2) original and cur-
rent book values of related ESFRs; (3) original 
and current prepayment speed estimates, with 
documentation; (4) normal servicing fee rates, if 
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obtained from other than a GSE then with sup-
porting documentation; and (5) the original 
discount rate, with basis for its support. Thrifts 
should also maintain historical information re-
garding the actual prepayment experience for 
each pool. Records should substantiate the basis 
for and amounts of write-downs and other losses.  

Purchased Mortgage Servicing Rights (PMSR) 

Acquisition. PMSR may be acquired in two ways 
for accounting purposes: (1) through the purchase 
of the rights alone, where the seller retains the 
mortgages; and (2) by purchasing whole mort-
gages and allocating a portion of the acquisition 
costs to PMSR, as long as the purchaser has a de-
finitive plan for the sale of the mortgages with 
servicing retained when they are acquired. SFAS 
No. 65 defines a definitive plan as follows: (1) the 
acquiror has obtained, before the purchase date, 
commitments from permanent investors to pur-
chase the mortgages, or makes a commitment 
within a reasonable time (generally, within 30 
days of the acquisition date) to sell the mortgages 
to permanent investors; and (2) the plan includes 
estimates of the purchase price and selling price. 

In addition to the net interest spread between the 
mortgage coupon and the pass-through rate, the 
mortgage servicer usually obtains certain other 
unstated rights which have significant economic 
value. These rights include the opportunity to earn 
income by investing the float from collection of 
borrower payments (principal, interest, and es-
crows) before passing them through to the 
appropriate parties (investors who own the mort-
gage, taxing authorities, insurance companies, 
etc.). The servicer also receives ancillary income 
items such as late payment fees charged to bor-
rowers and credit life insurance commissions. 
(Note that these rights may not be included in the 
determination of the book value of ESFR because 
ESFR is created via a credit to income rather than 
from an up-front payment to acquire the rights 
from an independent party, as is the case with 
PMSR. Income from these unstated rights is rec-
ognized on a cash basis as earned.)  

When servicing rights are purchased, their cost is 
capitalized and classified as an intangible asset 
called PMSR. The purchase price represents the 

buyer’s estimate of the present value of the future 
servicing fees net of servicing costs. The estimate 
encompasses such items as anticipated prepay-
ment speeds, servicing costs, delinquency ratios, 
foreclosure costs, the cost of advances, escrow 
balances and the earnings thereon, ancillary in-
come, and so on. The valuation of PMSR is thus 
far more complex and dependent on more as-
sumptions than ESFR. Its recoverability should be 
closely monitored. 

Amortization. SFAS No. 65 specifies that PMSR 
must be amortized in proportion to, and over the 
period of, estimated net servicing income (servic-
ing revenue in excess of servicing costs). This 
proportional amortization requirement has gener-
ally been interpreted as allowing the use of either 
the level-yield (interest) method or the propor-
tional cash flow approach. The proportional cash 
flow approach results in a slightly more rapid am-
ortization.  

When using the proportional cash flow approach, 
an amortization factor is computed each period by 
dividing the current period’s net servicing income 
before amortization by the initial estimate of total 
net servicing income over the life of the asset. 
This ratio is then multiplied by the initial PMSR 
balance to arrive at the current period amortiza-
tion expense.  

In accordance with EITF No. 86-38A, the esti-
mate of net servicing income must consider the 
effect of unanticipated prepayments. However, a 
write-down would not be required if estimated net 
servicing income exceeds the asset’s carrying 
amount. The estimate of future net servicing in-
come may be computed on a discounted or 
undiscounted basis. The effect of the unantici-
pated prepayments would result in an adjustment 
to the rate of amortization on a prospective basis 
consistent with the change in estimated future net 
servicing income. However, in order for PMSR to 
be included in regulatory capital, thrifts must 
measure impairment of PMSR using a discounted 
cash flow methodology for book value purposes, 
similar to that for ESFR. 

Book Value.  The FDIC’s Final Rule on Capital 
Maintenance, and the OTS’ Intangible Assets 
regulation, specify that a write-down of the book 
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value of PMSR must be made to the extent that 
the discounted value of future net cash flows is 
less than current book value. The discount rate 
used for this impairment analysis must be no less 
than the rate inherent in the asset at the time of 
acquisition, based on estimated net cash flow and 
the price paid on the purchase date. Thus, in order 
for a thrift’s PMSR to be includable in regulatory 
capital, the book value must be tested for impair-
ment on a discounted basis utilizing, at a 
minimum, the thrift’s original internal rate of re-
turn implicit in the purchase price.  

Sales. The contractual right to service mortgages 
represents a significant economic asset to thrifts. 
The servicing rights related to a thrift’s originated 
mortgage portfolio are not recognized on the bal-
ance sheet, nor is the normal servicing fee portion 
when mortgages are sold with the servicing re-
tained (OMSR), however, PMSR are recognized 
for these same assets when these rights are, in ef-
fect, purchased from a third party. If a thrift sells 
the rights to service its mortgages but retains the 
underlying mortgages, immediate income recogni-
tion of the sales price is not appropriate. 

There may be cases where a thrift has purchased 
mortgages with a definitive plan for their subse-
quent sale with the servicing rights retained, so 
that a portion of the purchase price is allocated as 
PMSR. EITF No. 86-39, Gains from the Sale of 
Mortgage Loans with Servicing Rights Retained, 
specifies that if the mortgages are then sold at a 
gain, the gain must be offset against the previ-
ously recorded PMSR before any income 
statement gain can be recognized.  

Origination and Commitment Fees 

SFAS No. 91, Accounting for Nonrefundable 
Fees and Costs Associated with Originating or 
Acquiring Loans and Initial Direct Costs of 
Leases, provides the guidance in this area. The 
Statement has been in effect for fiscal years be-
ginning after December of 1987 and, due to its 
significant impact on the thrift industry, this dis-
cussion assumes the reader has a basic 
understanding of SFAS No. 91 and only focuses 
on those aspects applicable to mortgage banking. 

On mortgages held for sale, origination fees and 
direct origination costs should be deferred until 

the related mortgage is sold. Commitment fees re-
ceived should generally be deferred and 
amortized into income as a yield adjustment 
unless the commitment expires unused, at which 
time the remaining unamortized fee is taken into 
income. However, if the probability of a mortgage 
commitment being exercised is remote, the fees 
may be taken into income on a straight-line basis 
over the commitment period. If this approach is 
utilized but the commitment is then exercised, the 
remaining unamortized fees are recognized over 
the life of the mortgage (until it is sold) as an ad-
justment to the yield. For commitment fees paid 
to investors to ensure the sale of the mortgages, 
SFAS No. 91 requires the fees to be expensed 
when the mortgages are sold or it becomes evi-
dent the commitment will expire unused.  

Conclusion 

Accounting for mortgage banking activities is a 
complex and evolving area. The accounting prin-
ciples involved are technical, detailed, and the 
theory discussed is often difficult to apply in prac-
tice. Aggressive valuation assumptions and 
accounting practices will result in placing a 
thrift’s capital at risk. While applying conserva-
tive valuation and accounting principles will not 
eliminate the market risks associated with mort-
gage banking, such practices will mitigate the 
adverse impact of market fluctuations on a thrift’s 
capital. 
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